
207

Internal Revenue Service, Treasury § 1.514(e)–1

(m) of this section must be satisfied as
of the first day that section 514(c)(9)(E)
applies with respect to the partnership,
property, or acquired interest. For this
purpose, paragraphs (a) through (m) of
this section will be treated as satisfied
if the guidance in sections I through VI
of Notice 90–41, 90–1 C.B. 350, (see
§ 601.601(d)(2)(ii)(b) of this chapter) has
been followed.

(4) Periods prior to the issuance of No-
tice 90–41. With respect to partnerships
commencing after October 13, 1987,
property acquired by partnerships after
October 13, 1987, and partnership inter-
ests acquired by qualified organiza-
tions after October 13, 1987, to which
neither paragraph (n)(2) nor (n)(3) of
this section applies, the Internal Rev-
enue Service will not challenge an in-
terpretation of section 514(c)(9)(E) that
is reasonable in light of the underlying
purposes of section 514(c)(9)(E) (as re-
flected in its legislative history) and
that is consistently applied as of the
first day that section 514(c)(9)(E) ap-
plies with respect to the partnership,
property, or acquired interest. A rea-
sonable interpretation includes an in-
terpretation that substantially follows
the guidance in either sections I
through VI of Notice 90–41, (see
§ 601.601(d)(2)(ii)(b) of this chapter) or
paragraphs (a) through (m) of this sec-
tion.

(5) Material modifications to partner-
ship agreements. A material modifica-
tion will cause a partnership agree-
ment to be treated as a new partner-
ship agreement in appropriate cir-
cumstances for purposes of this para-
graph (n).

[T.D. 8539, 59 FR 24928, May 13, 1994]

§ 1.514(d)–1 Basis of debt-financed
property acquired in corporate liq-
uidation.

(a) If debt-financed property is ac-
quired by an exempt organization in a
complete or partial liquidation of a
corporation in exchange for its stock,
the organization’s basis in such prop-
erty shall be the same as it would be in
the hands of the transferor corpora-
tion, increased by the amount of gain
recognized to the transferor corpora-
tion upon such distribution and by the
amount of any gain which is includible,
on account of such distribution, in the

gross income of the organization as un-
related debt-financed income.

(b) The application of this section
may be illustrated by the following ex-
ample:

Example. On July 1, 1970, T, an exempt
trust, exchanges $15,000 of borrowed funds for
50 percent of the shares of M Corporation’s
stock. M uses $35,000 of borrowed funds in ac-
quiring depreciable assets which are not used
at any time for purposes described in section
514(b)(1) (A), (B), (C), or (D). On July 1, 1978,
and for the 12-month period preceding this
date, T’s acquisition indebtedness with re-
spect to M’s stock has been $3,000. On this
date, there is a complete liquidation of M
Corporation to which section 331(a)(1) ap-
plies. In the liquidation T receives a dis-
tribution in kind of depreciable assets and
assumes $7,000 of M’s indebtedness which re-
mains unpaid with respect to the depreciable
assets. On this date, M’s adjusted basis of
these depreciable assets is $9,000, and such
assets have a fair market value of $47,000. M
recognizes gain of $6,000 with respect to this
liquidation pursuant to sections 1245 and
1250. T realizes a gain of $25,000 (the dif-
ference between the excess of fair market
value of the property received over the in-
debtedness assumed, $40,000 ($47,000–$7,000)
and T’s basis in M’s stock, $15,000). A portion
of this gain is to be treated as unrelated
debt-financed income. This amount is deter-
mined by multiplying T’s gain of $25,000 by
the debt/basis percentage. The debt/basis per-
centage is 20 percent, the ratio which the av-
erage acquisition indebtedness ($3,000) is of
the average adjusted basis ($15,000). Thus,
$5,000 (20 percent of $25,000) is unrelated debt-
financed income. This amount and the gain
recognized pursuant to sections 1245 and 1250
are added to M’s basis to determine T’s basis
in the property received. Consequently, T’s
basis in the property received from M Cor-
poration is $20,000, determined as follows:
M Corporation’s adjusted basis ........................... $9,000
Gain recognized by M Corporation on the dis-

tribution ............................................................. 6,000
Unrelated debt-financed income recognized by T

with respect to the distribution ......................... 5,000

T’s transferred basis ............................................ 20,000

[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(e)–1 Allocation rules.

Where only a portion of property is
debt-financed property, proper alloca-
tion of the basis, indebtedness, income,
and deductions with respect to such
property must be made to determine
the amount of income or gain derived
from such property which is to be
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treated as unrelated debt-financed in-
come. See examples 2 and 3 of para-
graph (b)(1)(iii) of § 1.514(b)–1 and exam-
ples 1, (2), and (3) of paragraph
(b)(3)(iii) of § 1.514(b)–1 for illustrations
of proper allocation.

[T.D. 7229, 37 FR 28153, Dec. 21, 1972]

§ 1.514(f)–1 Definition of business
lease.

(a) In general. The term business lease
means any lease, with certain excep-
tions discussed in paragraph (c) of this
section, for a term of more than 5 years
of real property by an organization
subject to section 511 (or by a partner-
ship of which it is a member) if at the
close of the organization’s taxable year
there is a business lease indebtedness
as defined in section 514(g) and
§ 1.514(g)–1 with respect to such prop-
erty. For the purpose of this section
the term real property and the term
premises include personal property of
the lessor tax-exempt organization
leased by it to a lessee of its real estate
if the lease of such personal property is
made under, or in connection with, the
lease of such real estate. For amounts
of business lease rents and deductions
to be included in computing unrelated
business taxable income for taxable
years beginning before January 1, 1970,
see § 1.514(a)–2.

(b) Special rules. (1) In computing the
term of the lease, the period for which
a lease may be renewed or extended by
reason of an option contained therein
shall be considered as part of the term.
For example, a 3-year lease with an op-
tion for renewal for another such pe-
riod is considered a lease for a term of
6 years. Another example is the case of
a 1-year lease with option of renewal
for another such term, where the par-
ties at the end of each year renew the
arrangement. In this case, during the
fifth year (but not during the first 4
years), the lease falls within the 5-year
rule, since the lease then involves 5
years and there is an option for the
sixth year. In determining the term of
the lease, an option for renewal of the
lease is taken into account whether or
not the exercise of the option depends
upon conditions or contingencies.

(2) If the property is acquired subject
to a lease, the term of such lease shall
be considered to begin on the date of

such acquisition. For example, if an ex-
empt organization purchases, in whole
or in part with borrowed funds, real
property subject to a 10-year lease
which has 3 years left to run, and such
lease contains no right of renewal or
extension, the lease shall be considered
a 3-year lease and hence does not meet
the definition of a business lease in sec-
tion 514(f) and paragraph (a) of this sec-
tion. However, if this lease contains an
option to renew for a period of 3 years
or more, it is a business lease.

(3) Under the provisions of section
514(f)(2)(B) a lease is considered as con-
tinuing for more than 5 years if the
same lessee has occupied the premises
for a total period of more than 5 years,
whether the occupancy is under one or
more leases, renewals, extensions, or
continuations. Continued occupancy
shall be considered to be by the same
lessee if the occupants during the pe-
riod are so related that losses in re-
spect of sales or exchanges of property
between them would be disallowed
under section 267(a). Such period shall
be considered as commencing not ear-
lier than the date of the acquisition of
the property by the tax-exempt organi-
zation or trust. This rule is applicable
only in the sixth and succeeding years
of such occupancy by the same lessee.
See, however, paragraph (c)(3) of this
section.

(c) Exceptions. (1) A lease shall not be
considered a business lease if such
lease is entered into primarily for a
purpose which is substantially related
(aside from the need of such organiza-
tion for income or funds, or the use it
makes of the rents derived) to the exer-
cise or performance by such organiza-
tion of its charitable, educational, or
other purpose or function constituting
the basis for its exemption. For exam-
ple, where a tax-exempt hospital leases
real property owned by it to an asso-
ciation of doctors for use as a clinic,
the rents derived under such lease
would not be included in computing un-
related business taxable income if the
clinic is substantially related to the
carrying on of hospital functions. See
§ 1.513—1 for principles applicable in de-
termining whether there is a substan-
tial relationship to the exempt purpose
of an organization.
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